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Legal Notes
Harold Dudley Greeley, Editor
RESPONSIBILITY IN LIMITED AUDITS

The Canadian case of International Laboratories, Ltd. v. Dewar, et al., (3
Western Weekly Reports 174) to which reference was made in the January
issue, was decided by the Manitoba court of king’s bench. An appeal has been
taken, but the matter is of sufficient importance to warrant the recording of
each step in the litigation. The following summary is based on the judge’s
opinion in the report cited above.
The plaintiff, a manufacturer, sued the defendants, its auditors, to recover
the amount of defalcations by one of its employees during a period of nearly
four years. Plaintiff manufactured paints, varnishes and like products, which
it sold chiefly to railways, department stores, and other customers by whom
large quantities were taken on each order. Its over-the-counter sales were
relatively small. It purchased raw material in bulk and its market was prac
tically assured, partly because of other companies allied with it. Consequently,
its office or financial bookkeeping, as distinguished from cost records, was
neither extensive nor intricate.
Plaintiff’s manager, who was appointed by the board of directors, was an
expert paint manufacturer and his time was divided between supervision of the
manufacturing plant and selling in the field. The board appointed also an
accountant who acted as office manager and general bookkeeper and supervised
the clerical work of half a dozen employees. He opened the mail, collected
cash, paid wages in cash, drew cheques, saw to the posting of the books and
looked after all the office detail. From January 28, 1927, to September 17,
1930, as reported after a special investigation, he succeeded in making some
1400 thefts, the aggregate amount of which was $26,727.30. In the earlier
months of his employment his thefts were modest in amount and usually made
out of the petty cash. But, the court said, “later periods of his employment
show a marked increase in the amounts of his thefts and in the audacity with
which he carried out his transactions.” The greater number of his defalcations
were made by the simple expedient of withholding the proceeds of cash sales.
A considerable total was obtained by drawing cheques for large amounts to
fictitious payees. There were some thefts of merchandise.
The defendants began auditing plaintiff’s books shortly after the plaintiff
was organized in 1920 and they continued to make audits until the defalcations
were discovered in September, 1930. In October, 1924, according to defend
ants’ contention, plaintiff’s manager complained that the cost of the auditing
was too high. After correspondence and conferences with plaintiff’s manager
and with a representative of several of the allied companies, defendants agreed
to accept reduced remuneration for an audit expressly limited in scope.
Defendants’ report for the year ended September 30, 1929, contained the
following certificates:
“We have audited the accounts of the International Laboratories, Limited,
for the year ending September 30, 1929, and have received all the information
and explanation we required.
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“ The accompanying balance-sheet, in our opinion, is properly drawn up so as
to exhibit a true and correct view of the company’s affairs as at September 30,
1929, according to the best of our information and the explanations given to us
and as shown by the books.”
This certificate makes no mention of a profit-and-loss statement, but the
auditors’ report contained one. The court called attention to the fact that
their report did not show a defalcation of $8,000 in that year, and the court
stated that the shareholders would be held to have approved of the form of the
auditors’ reports only if those reports reasonably made them aware of the
limited scope of work and responsibility undertaken by defendants under change
in the terms of their engagement as auditors. This condition, the court held,
had not been met and the defendants were held liable in damages.
It appears that defendants had reported certain irregularities to plaintiff’s
manager, but the court held that the manager himself was subject to the audit
and that the auditors were not justified in taking directions from the manager
purporting to lessen their work. The court, in its opinion, wrote that the work
of a watchdog is to raise such an alarm that either the cause of the possible
danger is removed or his master is aroused to the danger. “ He will not have
performed the functions of his office if after one howl he retreats under the
bam or if he confines this protest to a fellow watchdog.” The court held that
defendants realized the opportunity for theft by the plant accountants but did
nothing about it except to point out this danger to another employee of the
plaintiff’s.
It must be understood of course that a review such as this is based entirely
upon published reports, which are by no means complete. No opinion is ex
pressed as to the alleged negligence of the auditors who were defendants in this
case. No opinion could be formed without a detailed study of all the testimony
and evidence, and if one were formed it should not be expressed while the case
is on appeal. Decisions such as this and the one following are presented with
out expression of opinion, merely to indicate how courts are thinking about the
vital problem of professional skill and the degrees of it required under varying
conditions of professional employment. This decision at least will call
attention to the danger of making audits limited in scope without the clearest
possible written statement in advance expressly relieving the auditor from re
sponsibility for all irregularities which he believes would not normally be dis
closed under the procedure his client insists that he follow.
RESPONSIBILITY FOR NEGLIGENCE

On December 12th to 15th of 1932, both inclusive, in the court of king’s
bench division in England, a trial was held which was of great interest to pro
fessional accountants. Joseph Armitage, an architectural designer and sculp
tor, sued two chartered accountants, Messrs. Brewer and Knott, alleging
negligence by reason of which defalcations of approximately $5,000 were not
detected. The defaulter was a woman employee of the plaintiff’s who acted
as secretary, bookkeeper and cashier. Judgment was entered for plaintiff for
practically the entire amount demanded. An official report of this case has
not yet been seen, but an account giving many of the details and reporting the
high spots of the testimony is printed in The Accountant for December 24,
1932 (volume 87, page 836).
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Up to the time when the defaulting employee began to act as secretary, book
keeper and cashier, in 1929, defendants had been balancing plaintiff’s books
periodically and preparing income-tax statements but doing no auditing. At
that time defendants began to make quarterly audits, with what was called a
“master audit” at the end of the year. The plaintiff knew little about book
keeping and he had no time to devote to the management of his office. He tes
tified that he had to devote himself exclusively to his artistic work, that he was
at the mercy of his secretary and that he instructed defendants to protect him
in every way. During the next two and a half years, plaintiff’s employee
made many thefts. About $400 was stolen through petty cash but most
of the thefts were accomplished by forging and altering employees’ time
sheets, of which there were 700 or 800 every quarter. It seems from the testi
mony that defendants at first merely tested the time-sheets by examining
samples, but at some later time, the date of which was in dispute, a more
thorough method of auditing was adopted. There was evidence that defend
ants had stated in a letter that they checked calculations and additions of all
time-sheets. An accountant testified as an expert witness for the plaintiff
that he would not have passed all of the forged and altered vouchers, especially
when so much of plaintiff’s bookkeeping was done by one person. The de
fendants contended that any mistakes they or their assistants made were not
negligent ones and that there was nothing to make them suspicious of the de
faulting employee.
The court held that defendants were negligent and that auditors who under
took to make a detailed audit could not escape liability by contending that
such irregularities as came to their attention were trivial. The systematic
fraud by the defaulting employee continued for two and a half years, and it
should have been detected by the defendants. The fact that it was finally
discovered was the best evidence that it could have been discovered sooner.
The court said that auditors could not avoid responsibility by delegating work
to junior clerks.
If the official report of this case, when it appears, gives further details either
of fact or of argument, it will be discussed in a later issue.
and/or

To close in a lighter vein—Are any readers addicted to the use of “and/or?”
This labor-saving device has caused caustic comment by courts but it is ex
tensively used in insurance policies and trust deeds. If any one is tempted to
use it or, if an addict, he desires to reform, let him turn to Harpers for July,
1932 (volume 165, page 245), where he will find that B. K. Sandwell in his
department, “The Lion’s Mouth,” has amusingly transformed the witch of
Endor into “The Which of And/Or.”
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